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FEDERAL PAY-ROLL TAXES &/ 


Federal pay-roll tax collections have increased 
approximately 266 per cent since 1937. Present in- 
dications are that such collections will exceed $1,100 
million in the 1942 fiscal year. The actual collections 
for the 1941 fiscal year were equivalent to more 
than 12 per cent of all federal tax collections. Pro- 
posals — now quite prevalent — would increase both 
the rates and coverage of the Social Security taxes. 


HE accentuated upward trend of federal pay-roll tax 

collections and present proposals for substantially in- 

creasing the Social Security taxes, have been responsi- 
ble for a renewed interest in the entire subject of 
employment taxes. For the 1941 fiscal year these federal 
pay-roll tax collections exceeded $900 million and — on 
the basis of present rates — are expected to yield more than 
$1,100 million for fiscal 1942. The actual collections for 
the 1941 fiscal year assume a greater significance when one 
realizes that they were equivalent to approximately 12 per 
cent of all federal tax collections. 

This current interest centering around pay-rcll taxes 
is — to a very large degree — the result of recent pro- 
posals advocating the use of Social Security taxes as an 
additional revenue measure and an antidote for inflation. 
According to the proponents of this plan, increased Socia: 
Security pay-roll taxes will not only yield large revenues 
but will halt or restrain the present inflationary tendency. 
This inflationary check is, ostensibly, to be accomplished 
by increasing the present level of rates, and also by an 
extension of the present coverage. The latter entails the 
inclusion of certain groups which previously were exempt 
from Social Security impositions. 

In view of the attention being directed at pay-roll taxes, 
a quantitative analysis of their development and present 
status should serve to clarify their relationship to the total 
economy and to the federal revenue structure. A compre- 
hensive understanding of this relationship would seem to 
de essential to any appraisal of the present situation. This 


One of the main objectives of such increases would 
be the control of inflation. This, according to the 
proponents of the plan, is to be attained by cutting 
into the consumers purchasing power and by raising 
the employers cost of production. The main danger 
of such a proposal lies in the possibility of confusing 
the objectives of pay-roll taxes. 


assertion, however, does not imply that the qualitative 
factors of these employment taxes are less important. These 
aspects, social as well as economic, are of equal significance. 
But for the purposes of this article, they will be relegated 
to a subordinate position — included only when considered 
pertinent to the continuity of the discussion. 


DESCRIPTION AND CLASSIFICATION 


There seems to be a great deal of divergent opinion as to 
whether or not these contributions based on employment 
actually constitute a tax. There are many who contend that, 
because of their nature, these taxes should be classified 
as insurance premiums, and not taxes at all. In support 
of this argument, this group suggests that many other 
countries have an analogous social insurance system, but 
nowhere are they classified as taxes. There are others, how- 
ever, who argue that these levies bear a closer resemblance 
to taxes. Those adopting this viewpoint substantiate their 
claim by asserting that the correlation between contribu- 
tions and special benefits, particularly as regards Social 
Security contributions, is very imperfect. 

It probably is relatively immaterial whether or not these 
contributions are classed as taxes as long as their true 
nature is understood. But since the Social Security levies 
are termed taxes in the federal law — largely to establish 
a constitutionally valid basis for the program! — and 





1 Harold M. Groves, Financing Government (Holt) New York. 1939. 
p. 375. 
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since common usage seems to follow the same course, they 
will be referred to as taxes in this article. 

The largest category of pay-roll taxes consists of the 
levies imposed by the Social Security Act of 1935. This 
group includes three so-called taxes. Two are designed to 
finance an old-age insurance system. The rates of these 
old-age insurance contributions are at present: one per 
cent on the wages of employees, deducted from wages; 
and one per cent on the same wages paid by the employer 
and not deductible from wages. These two levies apply 
only to the first $3,000 of compensation paid to an em- 
ployee, excluding all over the age of 65, and are not ap- 
plicable to agricultural labor, domestic labor, public 
employees, and several other groups. 

The third tax levied under the Social Security program 
is a compulsory unemployment contribution, levied upon 
employers of eight or more persons. The tax is based upon 
pay rolls, is not to be deducted from the employee's wages, 
and has a present rate of three per cent. The incentive be- 
hind this tax seems to be to encourage states to set up 
unemployment insurance plans of their own. This is evi- 
denced by the fact that the law provides that the employer 
may credit against the federal tax the amount of contribu- 
tions paid by him into a state unemployment fund. The 
total credit thus allowed, however, may not exceed 90 per 
cent of the federal tax. Those funds collected by state 
unemployment agencies are turned over to the Federal 
Government to be held in trust until they are requisitioned 
for benefit payments. 

The second category of federal pay-roll taxes includes 
levies under the Carriers’ Taxing Act of 1937. The passage 
of this act was motivated to a large degree by the fact that 
railroads had always possessed a highly developed, privately 


administered retirement system. The pay-roll taxes levied 
under the Carriers’ Taxing Act are therefore, intended to 
supplant the regular Social Security taxes in as far as 
certain transportation agencies are concerned. At the present 
time there is a three per cent tax upon wages paid by the 
employees, and a similar tax of three per cent paid by the 
employer. This is supplemented by a six per cent tax upon 
the compensation of employee-labor representatives. All 
employees and employers subject to these retirement taxes 
are excluded from paying the old-age insurance taxes im- 
posed under the Social Security Act. 

In addition, the Railroad Unemployment Insurance Act, 
as amended in 1939, creates a separate system of unem- 
ployment insurance for railroad workers. This act provides 
for a compulsory contribution of three per cent of the 
wages of employees, to be paid by the employer and thus 
makes the unemployment tax features of the Social Security 
Act inactive with respect to railroads. Because of the rela- 
tively small amounts collected under this feature, these 
contributions have been excluded from the analysis in 
this article. 


COLLECTION TRENDS 


These federal pay-roll taxes, having their inception in 
the last decade, constitute one of the newer accretions to 
the tax structure. They have, nevertheless, developed at a 
comparatively rapid pace. For the fiscal year ended June 
1937, aggregate collections from this source amounted to 
approximately $252 million; by 1941 this amount had 
risen to $925 million — an increase of 266 per cent. As 
indicated in Table 1, the collections for the fiscal year 1942 
are expected to exceed $1,100 million; and this assumes 
that there will be no change in the present rates. 


TABLE 1: FEDERAL PAY-ROLL TAXES AND TOTAL FEDERAL TAXES, 
Fiscal Years 1936-1942 


Source: United States Treasury Department, and Tax Foundation 
— Thousands of Dollars — 
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‘ sieaiieiniinintiid ion SS ae _ ~ Pei | ik 
il | — | — — a. a. 3,845,000 — 
TT Hinton Sie | 57,751 252,161 345 252,506 5,028,000 5.02 
TE 514,345 | 90,104 604,449 150,132 754,581 5,934,000 12.72 
| SS 530,355 | 100,869 631,224 109,257 | 740,481 5,412,000 13.68 
ee MOAR: 604,694 | 107,523 712,217 120,967 833,184 5,566,000 14.97 
=e wove R335 97,678 788,233 136,942 925,175 7,663,000 12.07 

-_.: SEEN REED TREE 851,910b- | 143,541b. | 995,451b. 171,549b. 1,167,000°- | 12,564,000>. 9.29b. 





a. Less than $1,000. 
b. Estimate by The Tax Foundation. 
c. Estimated by the Bureau of the Budget, October 5, 1941. 
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Social Security taxes obviously constitute the greatest 
proportion of pay-roll taxes. In 1941, Social Security levies 
accounted for 85.2 per cent of total pay-roll tax collections. 
These collections — aggregating almost $800 million — 
represented an increase of 30 per cent over the 1938 
amount. Old-age and survivors insurance contributions 
yielded $690 million in the 1941 fiscal year, and the un- 
employment insurance taxes accounted for approximately 
$98 million in the same period. The comparatively low 
figure of the latter is explainable by the fact that many 
employers availed themselves of the federal credit appli- 
cable in the case of state contributions. Receipts from the 
old-age and survivors insurance tax, incidentally, have in- 
creased over 34 per cent since 1938. 

Taxes upon carriers and their employees totaled $137 
million in 1941. This amount was equivalent to 14.8 per 
cent of total pay-roll tax collections; but represented a 
decrease of 8.8 per cent compared with the 1938 receipts. 
Tax collections from this source were at their lowest level 
in 1939 when they amounted to $109 million — a decline 
of over 27 per cent from the previous year. 

Federal pay-roll taxes taken as a ratio to total federal tax 
collections illustrate the magnitude of these pay-roll taxes. 
Approximately five per cent of all federal tax collections — 
including customs — were accounted for by these pay-roll 
levies in the fiscal year ended June 1937. By 1941, this 
figure had risen to 12 per cent. Because of the extensive 
additional levies under the 1941 Revenue Act, this percent- 
age is expected to decline to nine per cent for the 1942 
fiscal year; unless, of course, pay-roll taxes are also aug- 
mented by higher rates. 


STATE DISTRIBUTION 


The geographical distribution of federal pay-roll tax 
collections is indicated in Table 2. This presentation shows 
the actual amount, the per capita amount, and per cent of 
total pay-roll taxes obtained from each state for the fiscal 
year ended June 1941. New York, which contributed al- 
most $190 million, accounted for over 20 per cent of all 
federal pay-roll tax collections during the 1941 fiscal year. 
Pennsylvania was second, accounting for 10 per cent of the 
total; and Illinois, contributing 9.9 per cent, was third. 
Only three other states — California, Michigan and Ohio 
— were responsible for more than five per cent of the total. 

Interesting variations are reflected in the per capita tax 
igures. Delaware, ranking 32nd in proportion to total 
actually paid, had the highest per capita figure — $21.39. 
New York, ranked first on the basis of proportion con- 
tributed to total, had a per capita figure of $14.08. The 
District of Columbia, also contributing a relatively insig- 
nificant amount, had a per capita burden of $13.57. Only 
two additional states had a per capita figure above $10.00. 
On this basis, Mississippi had the lowest burden — $0.96 
per capita. 
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Because of the exclusion of certain economic activities — 
agriculture, government employment — there exists no 
particular correlation between the amount of pay-roll taxes 
collected from a state and income payments in that state. 

Illustrative of this fact is the following: Texas, respon- 


TABLE 2: FEDERAL PAY-ROLL TAX COLLECTIONS, BY 
STATES, FISCAL YEAR 1941 


Source: Bureau of Internal Revenue, and Tax Foundation 
— Amount in Thousands — 
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| Collections! | Capita of Total 
United States.nccccomoe $925,8562- | $7.00 |  100.00b. 

pS EE aS 6,789 _ | 240 | 73 
7 eC 1,252 | <a 13 
fi NS 2353 | 1.19 a 
Califormia...ccccn.| 55,696 | 8.06 | 6.02 
Colorado........ ae, 5,500 4.90 | .60 
COMMECHICUL.....eeceecsseeee}| 19,235 | 11.26 2.08 
ee 5,689 | 21.31 61 
District of Columbia... 9,000 13.57 97 
[Neen ee 6,413 3.38 .69 
Georgia.......... deisceemees 9,315 2.98 1.01 
Idaho.............. Pee eee ee 1,432 4.75 16 
| alee 91,405 137° I 9.87 
indie ...| 14088 4.34 | 1.61 
TE TT 2.87 | 79 
Kansas... ; wie 7,701 4.28 | 83 
ee 9,035 SF | 98 
ae 6,650 2.81 Ja 
NN i sesasisinrinn 3,706 | 438 | 40 
Maryland.......... Pas 16,248 | 892 | 1.75 
Massachusetts................ 36,457 8.44 3.94 
Michi gany.....ccccccscccseecee| 52,609 10.00 5.68 
Minnesota...cccc0--| 18,220 és8-i i 
Mississippi....... eae 2,093 .96 23 
Missouti....... 26,777 7.07 | 2.89 
Montana................. 1,476 2.64 | 16 
Nemeneie i s.:... 7,927 6.02 86 
Nevada............. ee 603 5.48 .06 
New Hampshire........... 2,168 4.41 23 
New Jersey... ; 30,786 7.40 3.35 
New Mexico.................. 766 144 | 08 
New York........ | 189,727 14.08 20.49 
North Carolina...... | 11,933 3.34 1.29 
North Dakota. " 651 1.01 .07 
a 62,583 | 9.06 | 6.76 
Oklahoma... is 6,597 2.82 71 
Oregon....... al 5,672 5.20 61 
Pennsylvania suet 95,949 9.69 10.36 
Rhode Island....................| 5,643 7.91 61 
South Carolina 3,986 2.11 43 
South Dakota Lee 740 | 115) | .08 
Tennessee..... ssid 8,341 | 2.86 | .90 
5. Seaeeenen acdaol 23,245 | 3.62 | 2.51 
OD” =e me 1,929 | 3.51 | 21 
Tt EP Se AT 
Vo 13,463 5.03 1.46 
Washington..........000.| 9,630 | ae 1.04 
West Virginia............... 6,317 3.32 | 68 
Wisconsin.......... 15,836 5.05 1.71 
Wvoming.. 643 | 2.56 | 07 





1 Includes Social Security taxes, and taxes levied under Carriers’ Taxing 
Act of 1937. 

a. Includes $1,989 thousand collected from Alaska and Hawaii. 

b. Includes .21 per cent collected from Alaska and Hawaii. 
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sible for only 2.5 per cent of all federal pay-roll tax 
collections in 1941, accounted for 3.6 per cent of total 
United States income payments in 1940.1 New York, on 
the other hand, while contributing 20 per cent of total 
pay-roll taxes, received only 15 per cent of total income 
payments. 


RECENT PROPOSALS 


In the introductory section, allusion was made to sug- 
gestions — currently prevalent — that the pay-roll taxes 
be substantially increased. The underlying principles mo- 
tivating these proposals, are that such action would provide 
a deterrent to inflation, would increase current revenues, 
would simplify economic transition after the war, and 
would provide benefit protection to a greater number of 
individuals. The main emphasis, however, was placed on 
the aspect of curbing inflation. In this role, pay-roll tax 
increases are to act as a complement to legislative price 
control. 

This anti-inflationary effect is to be attained by raising 
the actual level of the Social Security rates, and also by an 
extension of the present coverage. According to those who 
advocate the plan, these changes will raise the cost of 
production for employers, and reduce excess purchasing 
power of the consumers. The additional coverage is to 
include approximately 27 million people — _ previously 
excluded. The proposed tax changes are estimated to boost 
annual receipts from pay-roll levies to about $5 billion. 

The feasibility of such a plan may seriously be questioned. 


1 The income payment figures are on a calendar-year basis for 1940 (the 
latest available) ; the tax collections on a fiscal basis for 1941. 


Such action entails far-reaching economic implications. Be- 
cause of the intricate workings of tax shifting, tax increases 
may culminate in various ways. Since the increase in pay-roll 
taxes paid by the employer would increase the cost of 
production, it is plausible to assume that — exclusive of 
rigid price control — prices would correspondingly advance 
all along the line. If this occurs, it would create a paradox 
— supporting inflation which it desires to halt. Those 
economic groups which are to be included under the plan 
were previously excluded because of the administrative 
difficulties involved. Certainly, those inherent difficulties 
have not disappeared. 

At this early date, judgment and appraisal of the new 
plan must be tentative. In due respect to the proposal, it 
must be pointed out that sound principles of public finance 
favor the collection of taxes at the source and the nature 
of these pay-roll taxes make them compatible with that 
principle. The main danger, however, lies in the possibility 
of confusing the objectives of pay-roll taxes — particularly 
the Social Security levies. The main purpose of these taxes 
is to finance a permanent social program. Many people 
feel that they should be considered wholly apart from 
the defense program. 

Whether or not this extreme view is justifiable, is a 
matter of opinion. But this much can logically be said: any 
use of these pay-roll taxes for nonfiscal objectives — such 
as inflation control — must be temporary. When the 
emergency has receded, a readjustment must be made. 
Taxes designed to implement a long-range social program 
must be of such a nature that they can be sustained in hard 
times as well as in a defense boom. 





PUBLISHED BY 
TAX FOUNDATION 
FRED A. ELDEAN, Executive Director 


30 Rockefeller Plaza 
New York City 


Quotation of material in this publication 
is permitted when acknowledgment 
is made. 






































- 


Ss = (nest 4 


C 


inter 
nece: 
situa 
tion 
expe: 
to hi 
conti 
ernm 
activi 

At 
ditur 
in st 
subst 
1942 
billio 
billio 
view 
and s 
Cogn 
ture | 
Cong 
could 
after, 


'Prel 
Fed, 


